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Introduction
Against the background of steadily increasing global liquidity since the beginning of the century in most industrial countries as well as in numerous emerging market economies with a dollar peg, especially China, broad money growth has been running well ahead of nominal GDP. Surprisingly enough, for a long time, consumer price inflation has remained largely unaffected by the strong monetary dynamics in many regions in the world. Over the same time period, however, many countries have experienced sharp but sequential booms in asset prices, such as commodity, real estate or share prices. From a monetary policy perspective, the different price dynamics of assets and goods prices in recent years raises the question as to whether the money-inflation nexus has been changed (thereby calling into question the close long-term relationship between monetary and goods price developments that was observed in the past) or whether effects from previous policy actions are still in the pipeline. 4 But before we turn to some more details of the empirical stylized facts and the issue of global policy coordination, we will take a closer look at the so-called "savings glut" and the role of the OPEC countries and China therein. The purpose of this paper is to illustrate the mechanism by which higher oil prices might lead to lower interest rates by using a simple model that takes into account the global external savings equilibrium. This simple model has interesting implications for how one views the huge US current account deficit and how the emergence of China's savings surplus and oil supply shocks impact the global economy.
We show that the new equilibrium is located at a lower interest rate but also at a lower growth rate than without the China effect. Moreover, we argue in this paper that the lower real interest rates resulting from excess OPEC savings have facilitated the adjustment to the subprime crisis. Finally, international liquidity spillover effects may occur regardless of the exchange rate system. Hence, the need for more global policy coordination might arise.
The Global Savings Glut
The oil price has shown pronounced swings since the beginning of the new millennium.
Thus, oil producers have reaped enormous windfall profits from record oil prices.
However, what is less well known and less widely reported is that oil producers also tend to save a sizable proportion of their gains. 5 This fact has one clear implication: an increase in the oil price leads to an increase in the global supply of savings, and hence, at 4 The main emphasis in these kinds of studies is on globally aggregated variables, which implies that they do not explicitly deal with spillovers of global liquidity to national variables. The main motivation for this way of proceeding is related to recent research according to which inflation appears to be a global phenomenon. So far, the relationship between money growth, different categories of asset prices and goods prices has been little studied in an international context. least potentially, also to lower interest rates. 6 The reason for the emergence of this surplus is quite simple: ever-rising oil prices transfer wealth from oil-consuming countries to oil-producing countries, and oil-producing countries have a higher propensity to save out of current income.
That savings from oil producers can have an important impact on the global supply of savings is clear from the raw numbers displayed in Table 1 In general, the savings glut in the emerging market economies was in large part due to policies that they put in place when the global economy started to recover from the 2000-01 recession. 7 Since it was spurred by monetary and fiscal stimulus in the US, some call it the liquidity glut. The rise in the international supply of savings from emerging market economies (EMEs) combined with a fall in investment in OECD countries pushed real interest rates to record lows. The deflation scare that emerged from the combination of the bursting of the stock market bubble and the shocks that ensued from the corporate scandals and geopolitical events, along with the entry of China and India into the world trading system, the WTO, provoked in response a policy of aggressive lowering of nominal and real interest rates. An initial savings glut thus became a liquidity glut. The net result was that the global economy prior to the crisis was characteriz investment in Asia and the oil exporters and by high levels ption and low levels of savings in the US. Moreover, the major advanced ies began to run large current account deficits.
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Box 1 -A Simple Model of an Oil-based Global Savings Glut
A simple model is just meant to illustrate a general idea, which should hold up in more sophisticated models such as, for instance, the New Open Economy Macro model. 13 The main result is that, provided oil prices stay high, an ex ante savings surplus in which surplus countries offer more savings than needed by deficit countries emerges. That should lead to lower global real interest rates (and/or higher asset prices -depending on the way petrodollars are recycled). Hence, the incipient excess of global savings over investment puts downward pressure on real interest rates which supports investment demand in oil importers and weakens incentives to save in oil exporters. 14 We feel legitimized to make the argument that high oil prices may have just saved the world economy from the intensifying credit The euro area would have had no problem running a current account deficit of $200 bn-$300 bn (at exchange rates prevailing around the turn-of-year 2007-08, $300bn would amount to €200 bn, or about 2.5 per cent of euro area gross domestic product). In an ideal world, this could have been achieved if domestic demand remained strong in the face of a strong euro. It seems, however, that domestic demand in the euro area is already weakening and is unresponsive to efforts to influence it with either monetary or fiscal policy. Furthermore, the European market for public debt is fragmented, and so are the markets for European coveredbonds. In reality, the size of the biggest euro market, the German one, is less than one fifth of the US one. This suggests that, up to now at least, the euro area has not been playing in the same league as the United States as far as providing the liquid and safe assets demanded by the reserve accumulating authorities is concerned. One of the issues for the coming years is to find out if this could change. Asia, especially China, has until recently been determined to continue export-led growth (and is already preparing itself for the next post-crisis export boom). The Chinese authorities will not be able to defer a substantial appreciation of the renminbi forever. A real appreciation is already happening via higher inflation in China, but this is a relatively slow process. It may take years before Chinese policymakers throw in the towel. Meanwhile, the most that can be expected is a reduction in the pace of increase of its current account surplus.
On the whole, the lower real interest rates resulting from excess OPEC savings should have facilitated the adjustment to the subprime crisis. This is because excess savings from the oil exporters keep real interest rates low and push asset prices back up. In other words, the oil producing nations have generated far more income than they spend and thus have excess savings. The excess savings will be lent out to or used to buy assets from countries willing to live beyond their means, i.e., to run a current account deficit. Since the world economy has been weighed down once again by tightening credit conditions that have emerged from the subprime mess, this injection of excess savings has provided the needed infusion of funding to keep the world economy going. But why is our analysis still relevant today although oil prices have come down significantly in the meantime and are only moderately increasing again?
One argument is that the next bubble is already looming on the horizon and the pattern described in the paper can reproduce itself. For instance, it is far from unrealistic that the current level of global excess liquidity will sooner or later again feed into higher oil and other asset prices after the velocity of money will have increased again. 15 At least, this is implied by the debate among economists, which has been taking place over the last three decades, about the role of asset or commodity (and especially oil) prices in setting monetary policy. 16 For instance, monetary fluctuations help to trace the historical pattern of the movements of prices of oil and other commodities.
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Second, the issues addressed above could be analyzed in just the opposite direction with signs reversed for a scenario of relatively low oil prices as, for instance, prevailing since the midst of 2008.
The Global Perspective of Monetary Transmission
Both with respect to global inflation and global liquidity performance, available evidence is strong that the global rather than national perspective is more important when the monetary transmission mechanism has to be identified and interpreted. 18 Considering the development of global liquidity over time, the question is often raised whether and to what extent global factors are responsible for it.
A few studies investigate this aspect for the G7 countries and conclude that around 50 percent of the variance of a narrow monetary aggregate can be traced to one common global factor such as the expansionary monetary policy stance of the Bank of Japan during the last few years, 19 which has been characterized by a significant accumulation of foreign reserves and by extremely low interest rates -at some time even approaching zero. By means of carry trades, financial investors took up loans in Japan and invested the proceeds in currencies with higher interest rates. This kind of capital transaction has impacts on the development of monetary aggregates far beyond the special case of Japan and national borders in general.
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An additional argument in favor of focusing on global instead of national liquidity is that national monetary aggregates have become more difficult to interpret due to the huge increase in international capital flows. Simply accounting for the external sources of money growth and then mechanically correcting for cross-border portfolio flows or M&A activity, on the presumption of their likely less relevant direct effects on consumer prices, is not a sufficient reaction.
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The concept of "global liquidity" has attracted growing attention in the empirical literature in recent years. 22 There is empirical evidence of the existence of a global business cycle. 23 Since house prices largely move pro-cyclically, this is one major common force that drives house prices all over the world. Another point is, if there are arbitrage relationships between house -9-prices and globally traded securities (shares), global factors (such as the global stock market crash) that affect these securities should influence those prices as well.
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Global Liquidity and Asset Prices -Stylized Facts
To Orth, and R. Setzer, op. cit., 11. 28 The robustness checks can be found in A. Belke, W. Orth, and R. Setzer, op. cit., 11.
Global Savings, Global Liquidity and International Policy Coordination
Until the crisis started in late 2007, it was widely assumed that the global economy was best served if all countries 'put their own house in order,' which, in turn, was taken to mean that inflation had to be kept low and public finances under control. This approach was clearly not appropriate. It permitted an accumulation of massive imbalances both at the international level (US versus China) and within the financial system (in the EU and the US).
Effective policy coordination can arise only if the participants exchange commitments. Major economies will undertake policy changes that are not directly in the (perceived) national interest only if an important partner promises a quid pro quo. Unfortunately it seems that there is very little the US or the EU could offer China in return for the abandonment of the currency peg which they demand so insistently.
The key 'imbalance' and feature driving the global economy and financial markets over the last decade has been the US deficit and the Chinese surplus. Up to now, the crisis has led to a considerable reduction of both. But it is not certain what will happen once the global economy recovers (and whether it can recover at all without this feature).
The fact that global liquidity is the main driver of asset prices suggests that there are important spillovers from national monetary policy. Both the US Federal Reserve and the ECB thus have an important joint responsibility for global financial stability. Our research suggests that the US determines about 40 percent of global liquidity conditions and the euro area another 30 percent (Japan only 15 percent). 29 Unfortunately, however, there is little coordination between the two (and with Japan). Though the US Federal Reserve and ECB are in constant contact regarding policy planning and evaluation of the state of financial markets, it seems that there is no coordination in terms of actual policy measures. The mandate of both institutions is defined in purely domestic terms. Moreover, both institutions seem reluctant to acknowledge that they are responsible for global liquidity conditions. There is thus a danger that new excess liquidity will be generated as central banks on both sides of the Atlantic try to stimulate their economies with ultra low interest rates.
There is ample evidence that excessive liquidity creation in OECD countries (and especially the US and the euro area) fostered the asset price and credit bubble which led to the present crisis. Now, it seems that both central banks are trying the same way out of the crisis: namely ultra loose monetary policy. So will the past be repeated?
New Players on the Global Economic Scene and Money Growth
The 
Emergence of the BRICs and Global Excess Liquidity
One way to illustrate the importance of the new players on the economic scene is to consider what would be an appropriate measure of global liquidity today. Using GDP at purchasing power parity to weight different economies would give the following weights for the G-3 (US, euro, Japan): 0.40, 0.30 and 0.16. 31 And for the BRICs, this group will account for about 27 percent of global GDP (going by IMF predictions). Hence we feel legitimized to suppose that the "world" would correspond to 60 percent G-3 and 40 percent BRICs.
Moreover, liquidity expands at a very rapid pace in most BRICs but is contracting in most OECD countries. A simple comparison of global indicators derived for the BRICs and the G-3 separately shows the differences in terms of growth rates of global excess money, i.e. global broad money growth minus global nominal GDP growth ( However, one caveat in this context might be that the renminbi is not yet fully convertible and, hence, the spillover of excess liquidity in China into global financial markets may perhaps be limited.
In Figures 6 and 7 , we plot the supply of and the demand for excess liquidity for the G-11.
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For the former we use a liquidity indicator, i.e. the index of global liquidity (again based on broad money aggregates) divided by index of nominal GDP. We approximate the latter with the Chicago Board Options Exchange Volatility Index (VIX), a popular measure of the implied volatility of S&P 500 index options. A high value corresponds to a more volatile market and therefore more costly options, which can be used to defray risk from this volatility by selling options. It is often referred to as the fear index. Remarkably, in 2009 an excess supply of global liquidity over liquidity demand seems to emerge for the G-11 countries, i.e.
even when the BRICs are excluded.
32 See A. Belke, W. Orth, and R. Setzer, op. cit., 11. But, as stated earlier, the need for coordination also arises because the new emerging economies, in general, are excess savers either because they are oil exporters or they are subsumed under the "China factor."
Excess Savings
Another challenge the next few years are likely to pose for policy makers is how to deal with a seemingly unstoppable ex ante savings surplus. Figure 8 below shows the data from the IMF for the global current account 'imbalance,' i.e. the simple sum of the current account balance of all countries. In theory, the sum of all current accounts should always be equal to zero. But in reality this has rarely been the case as Figure 8 shows. Ten years ago, the world used to run a current deficit with "outer space," but over the last decade this was transformed into a surplus.
It is clear that for the past the (measured) global current account imbalance simply reflects measurement errors. But what is more interesting is that the IMF predicts that the global current account 'imbalance' will increase massively. The reason for this, apparently nonsensical, prediction is simple. The usual assumption in projections of international institutions is that of 'unchanged policies.' This is also the reason why they are called projections and not predictions. These data are meant to illustrate what is likely to happen if policy does not change. These projections thus contain a simple story: the current constellation of policy is not sustainable because it would lead to an ever increasing global savings surplus. Figure 8 also shows that the global current account 'imbalance' is tightly correlated with the current account surplus of the emerging and developing world.
It is clear that these projections of the IMF cannot materialize: the world cannot run an ever increasing current account surplus with "outer space." Something will have to give. If the savings surplus of the developing countries (mainly China plus oil exporters) continues to grow, other regions will have to run corresponding deficits. But if no other region is willing and/or able to run large deficits, the developing world cannot run such large surpluses.
The present crisis was one very 'efficient' way to reduce the global savings surplus as can be seen from the chart which shows a sharp reduction in the global imbalance in 2008 and 2009.
But how can the world economy recover without re-creating the imbalances that led to the crisis in the first place?
This is the key challenge facing policy makers today and also the reason why global policy coordination is indispensable. Without some coordination, the ex ante global savings surplus
